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PREFACE

This report is part of a broader study to evauate five Medicaid state hedth reform initigtives,
which are being conducted as Section 1115 research and demondtration projects. States propose and
administer these projects, while the federa government agpproves the gpplications and monitors the
projects. The five date projects being evauated in this five-year research endeavor are Hawaii's
QUEST, Rhode Idand's Rlte Care, Tennessee's TennCare, Oklahoma's Sooner Care, and
Maryland's HealthChoice. These projects greetly increase the scope of managed care for Medicaid
beneficiaries and, sometimes, expand digibility for coverage.

The early dages of the evaduaion involve assessments of the design and initid implementation
of the new projects. Later stages will include andyses of the programs impacts, based on household
surveys and, where feasible, andyses of existing clams and encounter data

The project is being conducted under contract #500-94-0047 from the Hedth Care Financing
Adminigration (HCFA), with additional support from the Substance Abuse and Mentd Hedth
Sarvices Adminigration (SAMHSA) and the Office of the Assstant Secretary for Planning and
Evauation (ASPE). The federd project offices are Penny Pine of HCFA, John Drabeck and Floyd
Brown of ASPE, and Jeff Buck of SAMHSA. Mathematica Policy Research, Inc. (MPR) is the
prime contractor and the Urban Inditute is a subcontractor. The project director is Judith
Wooldridge (MPR). Craig Thornton (MPR) leads the disability, mental hedlth, and substance abuse
andyses. Leighton Ku (Urban Inditute) leads the implementation anadyses and Randal Brown
(MPR) leads the impact analyses.
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EXECUTIVE SUMMARY

Risk sdection greatly complicates the adminigration of Medicaid managed care. It occurs when
the hedth care needs of beneficiaries enrdlled in a specific plan differ sysematicdly from the needs
of the overdl beneficiary population. When risk sdection occurs, state administrators should adjust
payments to the managed care plans to ensure that each plan’s payment accuratdly reflects the needs
of its enrollees. Without such a payment system, problems for plans and beneficiaries are likely to
aise. Plans with adverse sdection (that is, a disproportionately large number of high-need
beneficiaries) are likely to lack the resources required to deliver adequate care to their enrollees.
Such plans face pressures to cut back on needed care and may ultimately drop out of the State's
Medicad managed care system. Plans with favorable sdection (a disproportionately large number
of low-need beneficiaries) will be paid more than is necessary to provide care.

The issue of risk sdection is particularly important for states that enroll blind and disabled
Supplementa Security Income (SSI) beneficiaries in managed care. SSI beneficiaries often need
atypicd and complex sarvices. Many will require ongoing management by specididts, especidly
those beneficiaries with reldivey rare conditions or with mental conditions. Furthermore, many SST
beneficiaries require ongoing socid support services to address chronic limitations in functioning,
while others have conditions tha make communicating with providers difficult. The seriousness of
these limitations and the underlying medical conditions mean that individuds can experience severe
declines in their hedth and independence if proper services are not delivered. Managed care plans,
which often began by serving hedthier, employed populations, will be chadlenged to arrange for this
needed care even if capitation payments accurately reflect the underlying hedth care needs of their
members. In the face of adverse sdection, those chalenges can be magnified subgtantialy.

We examine risk sdlection among SSI beneficiaries in Tennessee's Medicad managed care
program, TennCare. We focus on blind and disabled SSI beneficiaries younger than age 65, who
are not smultaneoudy in Medicare and who enrolled in TennCare a its start™ in January 1994.
Because beneficiaries could change plans in subsequent years (and thereby mitigate or exacerbate
the initiad risk selection), we track risk sdection through TennCare’s first two years. We used 1993
feefor-sarvice clams data and TennCare plan enrollment data for our andyss.

The level of risk among blind and disabled SSI beneficiaries is measured using
information about pre-TennCare expenditure and use patterns. Our basic risk measure was
each SSI beneficiary’s 1993 expenditures under fee-for-service Medicaid. Previous fee-for-service
expenditures have been used in numerous studies of risk sdection, and expenditures are highly
correlated across years for disabled SS beneficiaries. We use these expenditure levels to estimate
a “risk index” for each managed care plan that equas the average 1993 Medicaid expenditures for
a plan's SS emrollees, divided by the average 1993 expenditures for dl SS beneficiaries in
TennCare. For a given plan, the higher the risk index is above a vaue of 1, the stronger the evidence
that the plan has experienced adverse sdection.

There was substantial risk selection among the managed care plans serving SSI
beneficiaries in TennCare. In paticular, the initid TennCare enrollment process resulted in
subgtantia adverse sdlection for plans affiliated with medica schools and for the largest plan, which
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did not require primary care gatekeepers. The estimated risk indexes of the SS beneficiaries
enrolled in these plans were 12 to 40 percent above the average for all SS beneficiaries. At the same
time, a few plans experienced favorable seection among this population. In those plans, we estimate
that the enrolled SSI beneficiaries had hedth care needs as much as 50 percent below the average
for dl SSI beneficiaries. The pattern of risk sdection remained largey unchanged throughout the
first three annua opportunities to change plans, and it is consgent across severd dternative risk
indexes.

Risk selection may have consequences for plans and beneficiaries. Some of the plans with
adverse sdection among the SSI beneficiaries dso had financid problems, and one plan that
experienced favorable sdection reported subgtantid profits in the early years of TennCare.
However, these apparent financid impacts on plans should be interpreted cautioudy, because SS
beneficiaries are only 13 percent of the TennCare population, and many other factors, incuding the
actuaria soundness of the rates overal, affect profitability. The fee-for-service clams data used for
this paper could not be employed to assess actuad profits from SSI beneficiaries or any impacts on
access and qudity of care.

Risk sdlection is difficult to prevent or reduce. States will find it difficult to reduce risk
selection because it is hard to address the three factors causing it: beneficiary choice; differences
among plans, and, in Tennessee, the assgnment process for people who did not sdect a plan. Risk
sdection cannot eesily be reduced by diminating choice, because choice in dl aess of life is
important to people with disabilities, and federal government regulations require that beneficiaries
have choices among plans. To some extent, Sates can control differences anong plans. However,
it seems likely that differences in plans networks, reputations, provider payment systems, and other
factors will persg, thus leading consumers to choose, and their providers to recommend, specific
plans. The assgnment process would be the easiest factor for states to address because it is under
the sate€'s direct control. Nevertheless, states may want to use the assgnment festure most
respongible for risk sdlection, assigning beneficiaries to plans whose networks contain the providers
who have served those beneficiaries, because that festure aso promotes continuity of care.

States have only limited options for addressing the consequences of risk selection. States
can implement payment systems that match plan compensation to the expected needs of plan
enrollees. Improving the match between payments and needs will likely reduce plans incentives
to market to hedthier consumers, enhance the financia stability of plans that atract members with
greater needs, and reduce the extent to which states pay plans with hedthier members more than is
necessary to provide care. States have two basic options:

« Partial Capitation. By providing a least some compensation based on capitation, this
method gives plans an incentive to provide cogt-effective treatment. At the same time,
providing some compensation based on cogts or charges can help ensure that a plan has
enough resources to arrange for the care required by high-need individuas.

. Risk-Adjusted Capitation. This method creates a set of group-specific capitation rates
that reflect the expected cogts of care for defined groups. It creates a stronger incentive
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to provide cos-effective treatment. The groups must be defined by diagnoss, to
effectively predict expected costs of people with disabilities.

States have implemented each of these options, and, to date, there is little information on which
specific method is mogt effective in reducing risk sdection or the effects of risk sdection on plans
or SSI beneficiaries.

Implementing risk-adjusted capitation or partial capitation requires good data. When
managed care is initidly implemented, states can use the diagnogtic information included in cdlams
data from fee-for-service Medicaid to assign beneficiaries to rate cels for risk adjusment. But, as
the managed care program matures over time, states need more recent data, including diagnostic
information for people newly enrolled and for those with new or worsening hedth conditions. To
implement reinsurance or risk corridors, states need reliable data on expenditures for care from each
plan. Encounter data from managed care plans is the obvious source for diagnostic and expenditure
information, but states have had difficulty acquiring accurate encounter data from the plans in the
ealy years of managed care, and dates have required substantia resources and time to implement
full review systems and provide the plans with the feedback necessary to improve plan data
accuracy. However, the benefits of these investments may be great, because the data are useful not
only for rate setting, but aso for numerous other purposes, including monitoring access and quality.

Risk sdection will happen, states have limited options for reducing the consequences for plans
and beneficiaries, and those efforts require encounter data. We found consderable risk sdection
among the SSI population in TennCare, and it is fairly certain to occur in other states, too. If dtates
do nothing to adjust for risk sdlection in their payments to plans, some plans with adverse sdection
may eventudly close and beneficiaries may be affected. States can implement payment systems to
reduce the impacts of risk sdlection, and these payment systems require states and plans to invest
subgtantial resources in their encounter data systems.
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Risk sdection can greatly complicate the adminigtration of Medicaid managed care. It occurs
when the hedth care needs of bendficiaries enrolled in a specific plan differ sysematicdly from the
needs of the overdl beneficiary population. When risk sdection occurs, state adminigtrators should
adjust payments to the managed care plans to ensure that each plan’s compensation accurately
reflects the needs of its enrollees. Without such a payment system, severd problems are likely to
aise. Plans with adverse sdection (that is, a disproportionatdy large number of high-need
beneficiaries) are likely to lack the resources required to deliver adequate care to their enrollees.
Such plans face pressures to cut back on needed care and may ultimately drop out of the State's
Medicad managed care sysem. Plans with favorable sdection (a disproportionately large number
of low-need beneficiaries) will be pad more than is necessary to provide care.

Risk sdection can arise for many reasons in Medicaid managed care. It can arise through the
direct actions of managed care plans that systematicaly seek to enroll low-need beneficiaries by
talloring their marketing gpproaches to gpped to people who are unlikely to use much care. It can
adso aise indirectly as a result of the types of providers that plans include in their networks. For
example, a plan that included a mgor academic medicd center in its network is likely to attract the
many high-need patients who receive care a that.center. Smilarly, plans that offer easy access to
gpecidids or have large networks of specidids may dso dtract high-need beneficiaries. Findly,
risk sdection can arise through the efforts of states to assgn beneficiaries to plans. For example,
a state may try to assign beneficiaries that have been treasted by a specific provider to the plan that
includes that provider in its network. This assgnment rule can concentrate high-need beneficiaries
in afew plans if the providers that treat those beneficiaries are smilarly concentrated in a few plans.

The issue of risk sdection is especidly important for dates that enroll blind and disabled

Supplementa Security Income (SSl) beneficiaries in managed care. SSI beneficiaries often need



aypicd and complex sarvices Many will require ongoing management by specidigts, particularly
those beneficiaries with reatively rare conditions or with menta conditions. Furthermore, many SS|
beneficiaries require ongoing socia support services to address chronic limitations in functioning
and other conditions that make communicating with providers difficult. The seriousness of these
limitations and the underlying medical conditions mean tha individuds can experience severe
declines in ther hedth and independence if proper services are not ddivered (Tanenbaum and
Hurley 1995; and Smith and Ashbaugh 1995). Managed care plans, which often began by serving
hedthier, employed populations, will be chalenged to arrange for this needed care even if capitation
payments accuratdly reflect the underlying hedlth care needs of their members. In the face of adverse
sdection, those chdlenges can be magnified substantidly.

In this paper, we examine risk selection among managed care plans for SSI beneficiaries in
Tennessee's Medicaid managed care program, TennCare, focusing in particular on Ten&a€'s firg
two years (starting January 1994 and ending January 1996). Our andyss darts with a review of the
TennCare program, especidly the characteristics of the participating managed care plans that may
have affected the choices of blind and dissbled SSI beneficiaries and the nature of the payment
sysgem. We then summarize processes that Tennessee used to enroll beneficiaries in managed care
plans and the overdl digtribution of SSI beneficiaries among the plans. Next, we describe the data
available for andyzing risk sdection and our anaytic approach. Findly, we review the evidence of
risk sdection and conclude with a review of the lessons that Tennessee's experience provides for

future payment and policies.



Our study focuses on blind and disabled SSI beneficiaries younger than age 65 who enrolled in
TennCare a its gart and who were not smultaneoudy enrolled in Medicare’ Because beneficiaries
could change plans in subsequent years (and thereby mitigate or exacerbate the initia risk sdection),
we track plan enrollments through early 1996. To assess risk sdlection, we use each SSI
beneficiary’s 1993 expenditures under fee-for-service Medicaid as a measure of his or her long-term
hedth care needs rdative to those of other beneficiaries. This approach has been used in many
dudies of risk sdection (Hdlinger 1995), and expenditures are highly corrdated across years for
dissbled SSI beneficiaries (Kronick et d. 1996). We use these expenditure levels to calculate a “risk
index” for each plan that is based on the average 1993 Medicaid expenditures for its SSI enrollees,
divided by the average 1993 expenditures for dl SS beneficiaries in TennCare induded in our
sudy. For a given plan, the higher the risk index is above a vaue of 1, the stronger the evidence that
the plan has experienced adverse sdection. The risk index indicates the relative costs of a plan’s
members, it does not indicate a plan’s actual expenditures. Plans can use provider networks,
provider payment methods, and utilization management to control actud expenditures. In addition,
because the year-to-year correlation of costs is not perfect, expenditure levels for 1993 will indicate
only the generd leve of risk. States would need reliable encounter data to monitor the actua
expenditures or hedth status of enrollees in plans.

Our findings suggest subgtantid risk sdection among SS beneficiaries with disabilities. In
particular, the TennCare enrollment process resulted in subsantid adverse sdection for plans

affiliated with medica schools and for the largest plan, which did not require enrollees to have

'We exclude those “dudly digible’ for Medicad and Medicare because TennCare is not the
primary payer for this group and there were few benefits for the plans to manage. This group
accounts for gpproximately 25 percent of the tota population of SSI beneficiaries in Tennessee who
are blind or disabled.



primary care gatekeepers. The average 1993 Medicaid expenditure of SSI beneficiaries subsequently
enrolled in these plans was 15 to 40 percent above the SSI average. At the same time, a few plans
experienced favorable sdection, enrolling SS beneficiaries for whom we esimate substantialy
lower-than-average risk levels. The pattern of risk sdection remained largely unchanged throughout
the two years during which we tracked plan enrollees, and it is consstent across severd dternative
risk indexes that are based on measures of 1993 expenditures and utilization. Ten&a€s payment
system, which provides a single rate for al blind and disabled beneficiaries and limited supplementa
payments for high-cost cases, did not account fully for this risk sdection. Thus, Tennessee faces the
chdlenge of refining its payment sysem in order to avoid the long-term negative outcomes from risk

ection.

A. CHARACTERISTICS OF THE TENNCARE PROGRAM, 1994 TO 1996

When Tennessee established its Medicaid managed care program, cdled TennCare, in 1994, it
became one of the firg dates to enroll nearly dl its SSI beneficiaries in managed care (Wooldridge
et d. 1996; and U.S. Genera Accounting Office 1996). Prior to TennCare, oq!y 6 percent of dl
Tennesseans were in managed cared (Wooldridge et a. 1996). Starting in January 1994, Tennessee
envrolled dmogt a quarter of its population, 1.2 million people, into managed care, including its
Medicaid population of about 800,000, among whom were gpproximately 150,000 blind and
disabled SS beneficiaries. The TennCare budget for the 1994- 1995 fiscd year was approximately

$2.8 hillion.

1. Types of Managed Care Plans, Provider Networks, and Regions in TennCare

Twelve plans paticipated in the TennCare program in 1994:



Five Preferred Provider Organizations (PPOs): Blue Cross/Blue Shield of Tennessee
(BCBS), OmniCare Hedth Plan (OmniCare), Preferred Hedth Partnership (PHP),
HealthNet, and TennSource

Three Health Maintenance Organizations (HMOs) Affiliated with Medical Schools:
TLC Family Care Health Plan (TLC; in Memphis), Vanderbilt Health Plan
CommunityCare (VHP; in Nashille), and Totd Hedth Plus (Totd Hedth; in
Knoxville)

. Four Other HMOQOs: John Deere Hedth Care/Heritage Nationd Hedth Plan (John
Deere), Phoenix Hedth Care (Phoenix), Prudentiad HealthCare Community Pan
(Prudential), and Access MedPlus

State licensure and contractuad requirements were different for HMOs and PPOs. The HMOs

had to be licensed by the state, which mandated that they meet requirements for financia reserves.

The state capitated the HMOs but placed no limits on HMO adminigirative costs and alowed them
to retain any profits. The contracts with the HMOs, however, expected the HMOs to have primary
care gatekeepers from whom beneficiaries would have to obtain referrds before recalving speciaty
and nonemergency hospitdl care. In contragt, dthough state contracts with the PPOs paid them
through the same capitation approach, they did not require PPOs to have primary care gatekeepers
initially. Neverthdess, four of the five PPOs (HealthNet, OmniCare, PHP, and TennSource) had
some form of gatekeeping, leaving BCBS as the only plan that did not require members to obtain
referrds before seeing specidigts (Harkey and Associates 1996). Although the PPQs did not have
to be licensed, they were required to maintain adequate financid reserves. The date dso limited the
PPOs’ adminigtrative costs to 10 percent of total capitation payments and alowed the PPOs to keep

only 5 percent of any profits they generated (another 5 percent of profits were supposed to be

digributed to providers, with the remaining 90 percent returned to the dsate). Unlike many

commercid PPOs, those in TennCare covered no out-of-network care. The PPOs were considered



a trangtion system to help introduce managed care into Tennessee. By January 1997, dl TennCare
PPOs had converted to HMO:s.

The TennCare Bureau divided the state into 12 geographic regions—-4 urban (Chattanooga,
Knoxville, Memphis, and Nashville) and 8 rurd. It dlowed participating plans to enroll members
in any or dl the regions in which they established adequete provider networks. In most regions
during 1994, five to seven plans were available; in two western rurd regions, however, beneficiaries
could choose only between the two Statewide plans, BCBS and Access MedPlus. All plans were
avalable in a least three regions, with the exception of the HMOs dffiliated with medicd schools,
which participated only in the home region of the medica school. This sysem continued to evolve
over time so that, by January 1996, three plans operated statewide (Phoenix went statewide in late

1996) and one HMO, Tota Hedth Plus, had been purchased by BCBS.2

2. Factors Likely Affecting Choice and Risk Selection

Federd and dtate policies that give beneficiaries choices among managed care plans, underlying
differences among the plans, and the assgnment process for those who did nota choose the plans
combined to produce risk sdlection. If beneficiaries had no choice in ther plan, but instead were
assigned randomly to plans, there would be no risk sdection. Smilarly, if there were no differences
among plans, then, even if beneficiaries were dlowed to choose a plan, we would not expect to find
risk sdection. Problems arise when plans differ and beneficiaries are free to choose the plan tha
gppears mogt likely to meet their needs. For example, numerous studies have found that plans with
rigid gatekeeping sysems have favorable sdection (Hellinger 1995), and experts believe that

marketing can result in favorable sdection (Newhouse et d. 1997).

?BCBS purchased Tota Hedth Plus in October 1995 and was in the process of combining it
with its BlueCare Plan in January 1996.



TennCare dlowed beneficiary choice and had substantid differences among the participating
managed care plans. Thus there was a high likelihood that risk sdection would arise. Because there
are no premiums or co-payments for SS beneficiaries in TennCare, plans did not compete for
enrollees on the basis of price, as often hgppens in commercid insurance markets.  Instead, the mgjor
differences among plans were in their provider networks, gatekeeping policies, name recognition,
supplemental  benefits, and marketing approaches.

Provider Networks. The networks of HMQs dffiliated with medicad schools were distinguished
by the skills and reputation of those schools, which are likely to make the PPOs and HMOs dfiliated
with medica schools more attractive to people with the greatest medical needs (Retchin 1998).

Gatekeeping Palicies. BCBS was the one plan that did not have gatekeepers at the beginning
of TennCare (eventualy, the Sate required it to have gatekeepers starting in 1996). As a result, this
plan may have been more dtractive to those SS beneficiaries who had been usng specidty
providers in the past or who anticipated needing easy access to such providers in the future.

Name Recognition. The name recognition of the BCBS plan may have been particularly
important for the choices of TennCare beneficiaies Managed care was essentidly new to
Tennessee in 1994, and the 12 plans in TennCare had virtudly no experience by which beneficiaries
could judge ther likdy peformance. Because BCBS had a long history as a hedth insurer in
Tenneseg, it had name recognition among beneficiaries even though it had not operated a managed
care plan in Tennessee before TennCare. Access MedPlus had operated a voluntary Medicaid
managed care plan in western Tennessee, but despite its track record, consumers may have had
difficulty assessing its reputation because the earlier plan hed a different name. The HMOs dfiliated
with medical schools (TLC, Totd Hedth, and VHP) may have benefited from the long-term

reputation of the schoals.



Supplemental Benefits. Under Ten&ae's guiddines, the plans could add supplementd
benefits to the basc Ten&are benefit package, and some did so. For example, Access MedPlus
offered reduced rates for routine adult dental care and vision care, an incentive program for pregnant
women, and some free over-the-counter medications.®> Prudentia offered extra coverage for adult
emergency dentd vidts and specid services for people with severe and persstent mentd illness.

TLC offered free home pregnancy testing kits.
Marketing Approaches. Unlike many other dtates, Tennessee permitted direct marketing by

the plans. The plans responded with drategies that ranged from the intensve outresch and
marketing efforts of Access MedPlus to the virtualy nonexistent effort of VHP (Wooldridge et d.

1996). Some of the most noteworthy approaches are as follows:

. Two of the HMOs dfiliatled with medicd schools (TLC and VHP) focused their
marketing and recruiting efforts on patients from the schools hospitds and clinics, a
marketing focus that is likdy to result in adverse sdection.

. Some plans offered credit cards and free disposable digpers. These benefits may attract
people with few hedth care needs, while those with greater needs (and higher costs)
might make their choice on the bads of reputation for qudity or access to expertise in
chronic conditions and disability. However, no studies have linked these types of extra
benefits to favorable sdection.

. OmniCare’s aggressve marketing practices may have resulted in favorable sdection.
At the stat of TennCare, this plan retained independent marketing agents, some of
whom enrolled prisoners and other people not digible for TennCare (Tennessee
Comptroller of the Treasury 1995). People were dso switched to OmniCare without
ther knowledge. The date later found that OmniCare was spending a sgnificantly
lower proportion of its gross TennCare revenues on patient care than other plans. That
finding suggests overd| favorable sdection & OmniCare and tha there may dso have
been favorable sdection among SSI beneficiaries.

3During the first year of TennCare, Access MedPlus adso offered benefits for accidental deeth
or disability. However, the state disdlowed this supplementa benefit after the firs year.

8



In May 1994, the state published marketing guidelines that congtrained the managed care plans
marketing activities. The new rules required that the state approve al marketing materids, including
advertisements and brochures, before they are printed or aired. These guidelines disalowed such
marketing devices as offering credit cards but continued to adlow some practices that are not
permitted in other states, such as door-to-door marketing and offering life insurance.

It is important to note that risk sdection can occur even when most beneficiaries make
haphazard plan choices. The key to risk sdection is the decisons of the people who require
subgtantial  ongoing care.  These people and their hedth care providers are likely to be better
informed about providers than is the generd beneficiary population. In addition, the tendency of
those individuals to maintain ongoing provider relationships will concentrate high-need beneficiaries
in the plans whose networks include the specidists and other providers who serve those high-need
beneficiaries. Thus, risk sdection can occur even in a dtuation like the early years of Ten&are,

when many beneficiaries lacked information about plans or even how to get information about plans.

3. TennCare’s Payment System for Plans

The TennCare payment system includes a basic adjusment for risk sdlection. All MCQs were
paid the same capitation rates, based on the demographic characteristics and digibility categories
of thar members. There were eght rate cdls in the sysem: (1) children younger than age 1
(2) children ages 1 to 13, (3) maes 14 to 44, (4) femaes 14 to 44, (5) adults 45 to 64, (6) adults 65
or older, (7) beneficiaries who aso were digible for Medicare, and (8) people classified as blind or
disabled (most of whom were SSI beneficiaries). There are no geographic adjustments to the rates.
At the gtart of TennCare, the rate for blind and disabled beneficiaries was $245 per member per
month--more than twice the average rate for dl eght groups ($101). The rate applied to
beneficiaries who were blind or disabled, younger than age 65, and not concurrently receiving

9



Medicare. This group included SSI beneficiaries and former SSI beneficiaries.4 Rates were based
on average 1993 Medicaid expenditures per beneficiary, adjusted for inflation, and discounted for
assumed savings from managed care and reductions in charity care and locd government
expenditures (Wooldridge et d. 1996). Rates increased in July 1994 and annualy thereafter.’

For PPOs, the state capped management fees at 10 percent of capitation payments and required
that 90 percent of any savings be returned to it. Thus, the state shared profits but not losses with the
PPOs. One PPO, OmniCare, repaid the state $14.4 million in 1994, approximately 23 percent of its
TennCare revenues, and owed the state $8 million in 1995, approximately 11 percent of its TennCare
revenues. HMOs were not congrained in this regard.’

Capitation payments to plans are supplemented by a High Cost Chronic Conditions risk
payment pool. Plans can goply to the pool for additiona payments for members with any of the
following sx gspecific conditions. (1) AIDS, (2) coagulation defects, (3) cydic fibross (4)
transplants, (5) premature births, and (6) high-risk pregnancies and hbirths. The supplementa
payments from the pool are based on the average 1993 Medicaid expenditures for treating people
with these conditions minus the capitation aready paid for the enrollee. A’ plan can request
payments from the pool for any TennCare enrolleg, not just those who are digible because they are

SSl beneficiaries.

*As a result of ongoing litigation, many former SS beneficiaries in Tennessee continue to
receive Medicaid and continue to be classfied as cash beneficiaries in the TennCare digibility files

‘This paper does not assess the actuarid soundness of the rates.

SAuthors’ cal culations, based on Harkey and Associates (1995), Tennessee Comptroller of the
Treasury (1995), and Tennessee Department of Commerce and Insurance (1995).

"Beginning in 1997, the state required &l TennCare plans to be licensed as HMOs, and it
required its TennCare HMOQs to use primary care gatekeepers.
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This pool was intended to account for adverse sdection, but in fact, it appears to have played
a minor role. The pool was funded for a fixed amount each year: $20 million in fiscd year 1994
and $40 million in fisca years 1995 and 1996. This amount represents approximately 1.4 percent
of thetotad TennCare budget. The state prorates al the requests for payment submitted by MCOs
S0 that the entire pool is paid out each year. In fisca year 1995, the average payment per individua
with one of the conditions averaged $10 1, or about 3 percent of the capitation payments made for
a blind and disabled person who was enrolled for a full year.® The ahility of the pool to offset the
effects of risk sdection anong SST beneficiaries is limited because pool payments are available for
any beneficiary with one of the high-cost conditions. As a result, a subgtantid share of the pool
payments are for non-SSl beneficiaries. Furthermore, the pool covers only a few of the high-cost
conditions prevaent among disabled TennCare beneficiaries. Nonetheless, executives a one plan

told us the pool was very hdpful in maintaining its financid viability in the face of adverse sdection.

B. TENNCARE ENROLLMENT PATTERNS

The TennCare enrollment process sought to maich beneficiaries with the pl;n of their choice
or, for those who did not make a choice, the plan whose network included the providers the
beneficiary had used previoudy. The enrollment process succeeded in bringing more than a million
people into managed care, but it was marred by substantid beneficiary confusion. In the end, the

digribution of blind and dissbled SS beneficiaries among the plans was amog identicd to the

*Authors cdculations, based on data provided by the TennCare Bureau (Donna Dickens,
Director of Budget and Finance, TennCare Bureau, persona communicaions, December 6 and 9,
1996). In the beginning of TennCare operations, a second pool compensated MCOs for above-
average Utilization. The funds from the second pool were combined with the *high-cost pool” (letter
from Rusty Sebert, TennCare Bureau Chief, June 28, 1995).
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digribution of the much larger population of families recaving Aid to Families with Dependent

Children (AFDC).

1. TennCare Enrollment Process

Initid enrollment in managed care plans was confusng for TennCare participants, because
TennCare was implemented rapidy and because people were unfamiliar with managed care
(Wooldridge et d. 1996). SSI beneficiaries followed the same process as other Medicad
beneficiaries, but the state dso funded an Advocate Line to provide telephone assistance to people
with disabilities or chronic conditions (Figure 1). In October 1993, three months before the start of
TennCare, the State mailed each beneficiary a balot listing the plans available in his or her region.
Those who ranked their choices usudly received ther first choice. Approximately 60 percent of al
Medicaid beneficiaries chose a plan, but the state did not keep statistics about the choices made by
SSI beneficiaries or other subgroups or about assgnment rates in each plan (Wooldridge et a. 1996).

The date assgned beneficiaries to plans when they did not make an explicit choice or when
none of the beneficiary’s fira three choices was available (8 of the 20 plans ].isted on the initid
ballots never contracted with Ten&are). Assgnment was a three-stage process (Wooldridge et al.
1996). Firg, the date reviewed an individud’s claims history and tried to identify the primary care
provider. It then determined in which plan the provider participated and assgned the individud to
that plan. This stage is likdly to exacerbate adverse sdection anong HMOs affiliated with medica
schools, because beneficiaries with complex cases who previoudy had vidited providers effiliated
with medicd schools probably were assigned to these HMOs. Second, the state checked to
determine whether a beneficiary had been enrolled in the Tennessee Managed Care Network.

Because that HMO was the precursor to Access MedPlus, al former enrollees who had not sdected
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FIGURE 1
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another TennCare plan were assigned to Access MedPlus. This stage affected only the few hundred
SS beneficiaries who had voluntarily enrolled in the Tennessee Managed Care Network prior to
TennCare. Third, the Sate randomly assgned the remaining unassigned beneficiaries to plans in the
same proportion as beneficiaries who had made a selection themselves. Some attempt was made to
ensure that disabled enrollees were digtributed proportionately across al plans.

The Hedth Care Financing Adminigtration required the state to reopen plan choice for 45 days
(December 1, 1993, to January 15, 1994) because 8 of the 20 plans listed on the ballot did not sign
contracts with the state and because of a lack of information about which providers were
participating in each plan a the time of the initid balot (Wooldridge et d. 1996). The TennCare
Bureau sought to fecilitate consumers choices during this 45-day period by sending beneficiaries
notices of their assigned plans and by notifying them of their opportunity to select new ones.  Even
after the 45 days, additiond switching among plans occurred as some beneficiaries gppeded their

assignments and subsequently changed plans.

2. Digtribution of Blind and Disabled SSI Beneficiaries Among Plans

Our analys's of plan enrollment and risk selection begins October 1994, after beneficiaries had
two opportunities to select a plan. By this time, consumers had a chance to learn about TennCare
and the participating plans and to make their enrollment decisons. Those consumers who initidly
were assigned to plans had an opportunity to choose another plan. Consumers had more opportunity
to understand information about the plans avalable from their physcians, the plans extensve
marketing, and the Advocate Line.

In October 1994, 10 months after beneficiaries were given the initial opportunities to choose a
plan, SSI beneficiaries and AFDC families had smilar enrollment patterns (Figure 2). The two
statewide plans hed by far the highest enroliments: BCBS enrolled roughly 40 percent of AFDC and
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FIGURE 2

DISTRIBUTION OF SSI BENEFICIARIES AND AFDC FAMILIES
BY TYPE OF TENNCARE PLAN, OCTOBER 1994
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Authors’ calculations from TennCare enroliment files, October 1994.

SSI sample includes blind/disabled beneficiaries in Medicaid throughout 1993 and in TennCare on October 1, 1994;

January 1, 1995; and January 1, 1996. It excludes SSI beneficiaries over age 65, dual eligibles, and persons in a
capitated plan in 1993.



SS| beneficiaries, while Access MedPlus enrolled 3 1 percent. BCBS had the largest market share
in most regions, dthough Access MedPlus had the largest share in Memphis, and the market shares
of the two plans were about equal in Chattanooga. The marketing success of BCBS may be related
to its name recognition and large provider network, as well as its lack of gatekeepers.

Some plans with low tota enrollments were nonetheless important in particular regions, and a
the regiona level some plans were more important to SSI beneficiaries. Each of the three HMOs
affiliated with a medica school had between 17 and 19 percent of the enrollment in its respective
urban region. In Nashville and Knoxville, a grester percentage of SSI beneficiaries than AFDC
families enrolled in the HMOs affiliated with a medicd school, which is consistent with these HMOs
being more dtractive to people with greater hedth care needs.’ Other plans with large regiond
market shares were HealthNet, in Nashville and rura centrd Tennessee; OmniCare, in Memphis
Phoenix, in Chattanooga and Nashville; and PHP, in Knoxville and rurd eastern Tennessee.

In October 1994 and each year theredfter, the state mailed beneficiaries balots on which they
could choose a new plan for the forthcoming caendar year. Although some beneficiaries did switch
plans, overdl enrollment patterns remained fairly stable. The main change conssted of increased
enrollment in BCBS at the expense of al other plans, so that by January 1996, 5 1 percent of SS|
beneficiaries were in BCBS (up from 41 percent in October 1994). This pattern was smilar for

AFDC families, o thet by January 1996, 48 percent of them were in BCBS.

°This pattern is obscured in the statewide statistics because a greater proportion of AFDC
families than SS beneficiaries live in urban aress.
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C. DATA AND METHODS

To anayze risk sdection, we focus on 78,770 TennCare enrollees who were blind or disabled
SSl beneficiaries, younger than age 65, and not smultaneoudy enrolled in Medicare” We sdected
nonelderly SSI beneficiaries enrolled only in Medicaid for al of 1993. We used 1993 beneficiaries
because we could not construct our measure of expected medical costs under TennCare without prior
Medicaid expenditure data. To compare risk sdection through time for a consstent sample, we
excluded al those beneficiaries not enrolled in TennCare in October 1994, January 1995, and
January 1996 or who became dualy digible before then. To the extent that we could examine the
enrollment patterns and degree of risk sdection for the excluded groups, their results are consistent
with those for our analyss sample!! The find sample of 78,770 SSI bendficiaries accounts for 63
percent of dl the SSI beneficiaries enralled in TennCare on October 1, 1994, and who were under
65 years old and not in Medicare.

Slightly more than haf of our sample of SSI beneficiaries are femae, close to 60 percent are
white, and about 30 percent are black. The average age a the time of sample sdlection was 34. This
group is Smilar to the overal population of nondderly Tennessee SSI beneficiaries, except that our
sample contains somewhat fewer beneficiaries between ages 45 and 64. This dight age difference
is due to our requirement that sample members be under age 65 throughout the entire period. About
one out of five beneficiaries resided in the Memphis region of TennCare, whereas another 20 percent

resded in one of the three other urban regions.

"The sample includes both current and former SS beneficiaries, because TennCare digibility
files do not diginguish between the two (see footnote 4). Based on aggregate SSI enrollment
figures, approximately 65 percent of the population for this study was currently in SSI.

“For example, results from a prdiminary andyss usng a larger sample of 82,288 SSI
beneficiaries enrolled through January 1995 are congstent with the reaults for the smaler sample
presented in this paper.
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During the year preceding TennCare enrollment (1993), beneficiaries in our sample had highly
variable and greatly skewed Medicad expenditures and utilization (Table 1). The average monthly
expenditure was $228, but the median monthly expenditure was only $81, and one in six
beneficiaries had no expenditures.'? On the upper tail of the distribution, 10 percent of the sample
members had monthly Medicaid expenditures that exceeded $579, and 5 percent had monthly
expenditures exceeding $929. The maximum level of expenditures was more than $16,000 per
month. With respect to service utilization, beneficiaries in our sample averaged dmost 12
ambulatory vigts during 1993. However, because some people made numerous vidgts, only one-third
of the sample actudly had 12 or more visits that year. About 12 percent had no vidgts, whereas 10
percent had more than 28 vists. Approximately 15 percent of beneficiaries had an inpatient stay for
a reason not related to mental hedlth. On average, beneficiaries spent 1.4 days in the hospitd.

In al our analyses, we focus only on those 1993 Medicaid costs that correspond to services
subsequently covered by TennCare plans. Thus, the expenditures shown in ‘Table 1 (and the risk
indexes described in the following paragraphs) pertain to sarvices for which TennCare plans were
responsible, which reflect about 70 percent of totad Medicad expenditures fq'rﬂ_ the sample. The
sarvices excluded from TennCare plans benefits were mental hedth services for adults with severe
and persgent mentd illness, mentd hedth services for children with severe emotiona disturbances,

and the inditutional cost of dtays in long-term-care facilities.!?

2Mean expenditures for those who left TennCare or became dudly digible during our andysis
period (and thus were excluded from our sample) are nearly 60 percent higher ($364). This
difference is due largely to the high cost of those who died in 1993 and the older age of those who
became dudly digible. As noted, to the extent that we could examine the didribution of this group
among TennCare plans, it was very smilar to the digtribution in our andyss sample.

BThese exclusions pertain to the early years of TennCare, 1994 through 1996. All mental hedlth
sarvices were included in the TennCare Partners program, which began in July 1996. Home- and
community-based waiver sarvices, less than 1 percent of Tennessee's fiscd year 1993 Medicaid
budget, were dso excluded from TennCare plans benefits, but we could not identify these in the
clams data, 0 they are included in our risk index.
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TABLE 1

MEDICAID EXPENDITURES AND UTILIZATION AMONG SS
BENEFICIARIES PRIOR TO TENNCARE ENROLLMENT

Average Monthly Expenditures (1993)”

Mean $228.22
Median $ 80.58
90th Percentile $579.00
95th Percentile $929.42
Percentage with No Expenditures 12.9

Average Annual Utilization (1993)

Ambulatory Vidts

Mean

Median
Percentage with More than 12 Vidts 33.0
Percentage with Hospitd Discharge 14.7
Mean Hospita Days 14
Sample Size 78,770

Source: Authors cdculations from Tennessee State Medicaid Research Files, 1993.

NoTe:  The SS sample reflects blind/disbled beneficiaries in Medicaid throughout 1993 and in
TennCare on October 1, 1994; January 1, 1995; and January 1, 1996. It excludes SSI
beneficiaries over age 65, dudly eigible for Medicaid and Medicare, and the few hundred

SSl beneficiaries who were in a capitated plan prior to TennCare.

“Excuding expenditures for nurang facilities, and for dl menta hedth services used by severe and

perssently mentaly ill adults and severdy emotiondly disturbed children.
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To measure the extent of risk sdection among TennCare plans, we use beneficiaries 1993
experiences to congtruct a risk index for each plan. The basic risk index is cdculated as the ratio of
the average 1993 expenditure among SSI beneficiaries subsequently enrolled in a given plan to the
overdl sample average ($228). Thus, for example, if the mean expenditure for those who later
enralled in a given plan was $280, then that plan would have a risk index of 1.23 ($280 + $228),
suggesting that it had experienced adverse sdlection.

This index is a good indicator of risk levels because of the high year-to-year corrdation among
expenditures for blind and dissbled Medicad beneficiaries. Kronick et d. (1995) found that
expenditures in one year were highly predictive of expenditures in the following year for this
population (they found correlations that ranged from 0.5 5 to 0.72). Furthermore, they found that
mean annud expenditures varied little from year to year for groups of beneficiaries with specific
chronic  conditions.

Dexpite the predictive vaue of our risk index, it has two potentid limitations for an andyss of
risk sdection. Fird, given the skewed didribution of Medicad expenditures, this basc index may
be unduly affected by a smdl number of beneficaries with very high expenditures, particularly in
sndler plans, where just a few outliers could sgnificantly affect mean expenditures for an entire
plan. Second, the expenditures of a given beneficiary under fee-for-service Medicaid do not reflect
the actual codgts that would be incurred by TennCare plans. Managed care plans might be able to
increase the efficiency of the care ddivered, and we would need reliable encounter data to measure
actua expenditures by the plans. The risk index is a measure of the relaive hedth care needs of a
plats members who are SSI bendficiaries, rather than the plan’'s actud expenditures on this

population.
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Because of these limitations, we investigate the sengtivity of our results to severd additiona
measures of risk to TennCare plans. To diminate the disproportionate effects of outliers, we use
median 1993 Medicaid expenditures for beneficiaries enrolled in each plan as an dternative messure
of risk. In addition, we use the percentage of beneficiaries in each plan who had no expenditures in
1993 and the percentage of beneficiaries in each plan who were in the top expenditure decile (among
dl beneficiaries) during 1993. Findly, four use messures (estimated using the pre-TennCare data
from 1993) condtitute dternatives to expenditures as predictors of risks. (1) mean annua ambulatory
vigts, (2) percentage of beneficiaries with 12 or more vigts, (3) mean annud inpatient days, and (4)
percentage of beneficiaries with an inpatient stay during the year. As with the basic risk index, the
degree of risk sdlection under each of these dternative measures is given by the ratio of the measure

among SSI beneficiaries subsequently in the plan to the measure for dl SS beneficiaries.

D. RESULTS

The evidence suggests that there was subgantid risk sdection among SSI beneficiaries in
TennCare. The TennCare enrollment process resulted in substantial adverse sdection for most PPOs
and for the HMOs éffiliated with medicd schools. At the same time, most other HMOs had
favorable sdection. This result remained largely unchanged throughout the three opportunities to
choose plans during which we tracked enrollees, and it is generdly consstent for dl our dternative

risk indexes based on measures of 1993 expenditures and utilization.

1. Evidence of Risk Selection in TennCare, 1994 Through 1996
For the firg year of the TennCare program, 1994, the basic risk index (constructed from mean
1993 Medicaid expenditures) indicates substantial risk sdection across the 12 TennCare plans

(Figure 3). Seven plans experienced adverse sdection. VHP, the HMO éffiliated with the

21



Vanderbilt Universty Medica Center, in Nashville, had the most severe adverse sdection, with a
risk index of 1.40. This index indicates that the 1993 Medicaid expenditures for the disabled SSI
beneficiaries enrolled in VHP were 40 percent above the 1993 average for dl dissbled SSI
beneficiaries in our sample. The other HMOs affiliated with medicad schools, TLC and Tota Hedth,
a0 experienced adverse sdection, with indexes of 1.12 and 1.38, respectively. John Deere, one of
the smdlet TennCare plans, was the only HMO not effilisted with a medicd school that
experienced adverse sdection (its index was 1 .10). Findly, three of the five PPOs (BCBS,
HealthNet, and PHP) experienced adverse sdection; BCBS, the largest TennCare plan, had an index
of 1.14.

Four plans had favorable sdection in 1994. This group included three of the four HMQs that
were not affiliated with medical schools (Access MedPlus, Phoenix, and Prudentid) and one
relatively smal PPO (OmniCare). Prudentiad, which enrolled only 3 percent of SSI beneficiaries in
Memphis (the only region in which this plan operated), redized the most favorable sdection, with
arisk index of just 0.52. Access MedPlus, the second largest plan, faired nearly as well, with a risk
index of 0.71. Findly, OmniCare and Phoenix had risk indexes of 0.64 and 0.87, respectively.
TennSource did not experience risk selection.

The pattern of risk sdection did not change subgtantially from October 1994 through January
1996, even though TennCare enrollees had annua opportunities to change plans (Table 2). Of the
seven plans experiencing adverse selection in 1994, only John Deere and Tota Hedth had more than
a 10 percent change in sdection in 1995 or 1996. For John Deere, adverse sdection al but

disgppeared in 1995 but then increased to its highest level (a risk index of 1.22) in 1996. The
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FIGURE 3
RISK SELECTION AMONG SSI BENEFICIARIES IN TENNCARE, OCTOBER 1994
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SOURCE:  Authors’ calculations from Tennessee State Medicaid Research Files, 1993, and TennCare enrollment files, October 1994.

NOTE: Risk selection for a given plan is calculated as the mean (1993) Medicaid expenditures for SSI beneficiaries in the MCQ
divided by the mean for all SSI beneficiaries in our sample.



TABLE 2

RISK SELECTION AMONG SSI BENEFICIARIES
IN TENNCARE, 1994- 1996

Sample Risk Index Percent
Sze Change:
1994” 1994 1995 1996 1994-1996
PPOs 45,002 1.14 1.14 1.13 -0.9
BCBS 34,039 1.14 1.15 1.14 0.0
Hedth Net 4,613 1.24 1.21 1.19 -4.0
OmniCare 1,479 0.64 0.61 0.64 0.0
PHP 4,433 1.22 1.20 1.19 -2.5
TennSource 438 1 .00 1.02 1.01 1.0
HMOs Affiliated with
Medical Schools 5,188 1.23 1.23 1.19 -3.3
TLC 3,129 1.12 1.12 1.11 -0.9
Tota Hedth 836 1.38 1.40 1.25 -9.4
VHP 1,223 1.40 1.42 1.42 14
Other HMOs 28,580 0.74 0.67 0.67 -95
Access MedPlus 24,643 0.71 0.65 0.62 - 12.7
John Deere 1,854 1.10 1.02 1.22 10.9
Phoenix 1,604 0.87 0.81 0.88 1.1
Prudentia 479 0.52 0.51 0.50 -3.8

SOURCE: Authors caculations from Tennessee State Medicaid Research Files, 1993, and TennCare
enrollment files, October 1994, January 1995, and January 1996.

NoTe:  Risk sdection for a given plan is caculated as the mean (1993) Medicaid expenditures
for beneficiaries in the plan divided by the mean for dl beneficiaries in our sample.

“This is the number of blind or disabled SSI beneficiaries who are (1) in our sample, and (2) enrolled
in the plan in October 1994. The sample includes al SSI beneficiaries who were less than 65 years
old, not digible for Medicare, covered by Medicaid for dl of 1993, and enrolled in TennCare in
October 1994, January 1995, and January 1996.
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changes for Tota Hedth (which had just been purchased by BCBS) were much less substantid; its
risk index fdl from 1.38 in 1994 to 1.25 in 1 996.'* The risk indexes of the four plans experiencing
favorable sdection in 1994 were largely unchanged in 1995 and 1996. Access MedPlus experienced
the largest change in its risk index, but this change was fairly smal (less than 10 percentage points)
and in the direction of even more favorable sdection.

Not only are the sdection results sable through time, but they are dso consstent among
dternative measures of risk for most plans (Table 3)."”* The two largest plans, BCBS and Access
MedPlus, had highly consstent results, based on any of the eight measures, BCBS had strong
adverse sdlection, whereas Access MedPlus showed strong favorable selection. For these plans, as
well as for most of the others, the risk measure that produces the most dissmilar results relative to
our basc measure is the one based on median (1993) expenditures. However, this risk measure
suggests that the degree of sdection may be even more severe than is suggested by the basic risk
index. For Access MedPlus, the results are particularly striking: usng median 1993 expenditures
rather than mean expenditures to measure risk yidds a risk index of 0.48, rather than 0.71.

Although the results generaly are consistent regardless of the risk measuré used, we observe
a pattern of results that suggests two of the HMOs ffiliated with medica schools, TLC and VHP,
experienced adverse sdection primarily because they enrolled a disproportionate number of the
highest-cost beneficiaries. For both plans, the basic risk index, which uses 1993 mean expenditures,
suggests adverse sdlection. Little or no selection, however, is evident when we use measures that

are undfected by particulaly high expenditure or utilization levels. These messures include median

1Total Hedth was purchased by BCBS in October 1995; however, it continued to operate
independently through January 1996.

13Table 3 shows sdection results under dternative measures for 1994 only. The results for 1995
and 1996 are very similar.
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TABLE 3

RISK SELECTION AMONG TENNCARE PLANS UNDER ALTERNATIVE MEASURES, 1994

Expenditure  Measures Utilization ~ Measures

Percentage Mean Percentage Percentage Mean

with Postive  Percentage in Physician with 12+ with Hospital Hospital

Mean Median Expenditures Top Decile Visits Visits Discharge Days

($228) (38D (87 Percent) (1 0-Percent) (12 Visty) (33 Percent) (15 Percent) (14 Days)

PPOs 1.14 1.36 1.07 1.17 114 1.17 113 112

BCBS 114 1.35 1.07 1.17 114 1.17 1.13 112

HealthNet 124 1.49 1.07 1.28 1.19 121 1.23 1.20

OmniCare 0.64 0.58 1.03 0.53 0.68 0.61 0.93 0.75

PHP 1.22 1.70 1.08 1.28 1.30 1.32 1.19 112

TennSource 1 .00 1.09 1.02 1.06 101 1.06 0.88 0.92
HMOs Affiliated with

Medical Schools 1.23 1.02 1.04 1.32 1.08 0.97 124 1.41

TLC 1.12 0.94 1.07 117 1.02 0.94 1.25 1.45

Tota Hedlth 1.38 1.44 0.99 149 1.24 1.06 1.13 1.31

VHP 140 101 0.98 1.59 114 101 1.29 1.37

Other HMOs 0.74 0.52 0.88 0.68 0.76 0.74 0.75 0.74

Access MedPlus 0.71 0.48 0.87 0.64 0.73 0.72 0.72 0.71

John Deere 1.10 1.20 1.03 1.06 1.04 112 1.09 115

Phoenix 0.87 0.65 0.90 0.85 0.88 0.81 0.78 0.82

Prudential 0.52 0.36 0.92 0.53 0.57 0.45 0.66 071

Source:  Authors cadculations from Tennessee State Medicaid Research Files, 1993, and TennCare enrollment files, October 1994.

NoTE: For each measure, risk sdlection for a given plan is caculated as the level/rate for beneficiaries in the plan divided by the level/rate overal.



expenditures, the percentage of beneficiaries who incurred any expenditures, and the percentage with
more than 12 visits. In contrast, for measures strongly affected by outlier levels of
expenditures/utilization (the percentage in the top expenditure decile and the mean length of an
inpatient stay), the selection results indicate even greater adverse sdection than does the basic index.

This finding is perhaps unsurprising. Medica schools are more likely than other providers to treat
patients with the most severe conditions (Retchin 1998). Thus, we might expect that a plan afiliated
with a medica school would enroll a disproportionate number of the most expensve SS

beneficiaries.

2. Plan Switching and Effects on Risk Selection

The most important reason for the stability of risk selection between 1994 and 1996 is the small
number of beneficiaries in our sample who switched plans during this period (Table 4). Overdl,
only 12 percent of beneficiaries switched plans between 1994 and 1995 (only 9 percent switched
between 1995 and 1996). Those who switched to a new plan generaly had dightly higher cogts than
those who remained with their origind plan. During the period October 1994 to January 1995,
beneficiaries who switched had a risk index (based on 1993 mean expenditures) ‘of 1.05, compared
with 0.99 among those who stayed in their plan; in 1996, the respective ratios were 1.06 and 0.99.

People who switched tended to sdect plans that had enrollees with smilar risk indexes; that is,
people with high-risk indexes tended to switch to plans with adverse sdection, and those with Jow-
risk indexes tended to switch to plans with favorable sdection. For the period 1994 to 1995,
enrollment in BCBS grew because people switched from every other plan to BCBS. This additiond
enrollment actualy increased the adverse sdlection at BCBS, because the risk index of beneficiaries
switching to BCBS was identica to the index of those who stayed in BCBS (1 .15) but higher than
the index of those who left BCBS (0.89). In contrast, net enrollment in other plans declined, but
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RISK INDEXES FOR SAMPLE MEMBERS WHO CHANGED PLANS
BETWEEN OCTOBER 1994 AND JANUARY 1995

TABLE 4

People Leaving People Entering the People Staying in
the Plan Plan the Plan

Index Number Index Number Index Number
PPOs 1.04 3,047 112 7,419 1.15 41,955
BCBS 0.89 1,293 1.15 6,424 1.15 32,746
HealthNet 1.31 511 0.90 345 1.24 4,102
OmniCare 0.75 324 0.63 250 0.61 1,155
PHP 1.24 799 1.08 387 1.22 3,634
TennSource 0.96 120 1.23 13 1.01 318
HMOs Affiliated with
Medical Schools 113 835 0.92 263 1.25 4,353
TLC 0.93 417 0.82 217 1.15 2,712
Totd Hedth 1.29 216 0.97 19 1.41 620
VHP 1.37 202 1.67 27 1.41 1,021
Other HMOs 1.05 5,831 0.84 2,031 - 0.66 22,749
Access MedPlus 1.03 4,558 0.85 1,845 0.64 20,085
John Deere 1.17 862 0.81 39 1.03 992
Phoenix 1.09 338 0.87 118 0.81 1,266
Prudentia 0.65 73 0.61 29 0.50 406
All Plans 1.05 9,713 1.05 9,713 0.99 69,057

Source: Authors caculations from Tennessee State Medicaid Research Files, 1993, and TennCare
enrollment files, October 1994 and January 1995.

NoTe:  Therisk index for a given plan is caculated as the mean 1993 Medicaid expenditures for

beneficiaries in the plan, divided by the mean for al beneficiaries.
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most plans managed to add a least a smadl number of beneficiaries with a lower-risk index than the
index of those who left. ¢ This pattern was paticularly evident among the four plans that dready

had experienced favorable sdection in 1994 (Access MedPlus, OmniCare, Phoenix, and Prudentid).

For example, the risk index for people leaving Access MedPlus was 1.03, whereas the index for
those entering was 0.85.

Plan switching between 1995 and 1996 left the overadl pattern of risk sdection unchanged
(Table 5). Switching increased enrollment in BCBS and four other plans. Unlike 1994-1995,
however, the newest BCBS enrollees had a somewhat lower risk index (1.10) than did those who left
BCBS (1.25). Access MedPlus experienced the largest net decline in enrollment but amost no
change in the average risk level of its enrollees. The pattern of changes in other plans risk indexes
was mixed, with three experiencing a net increase in risk as a result of switching and seven

experiencing a net reduction.

3. Regional Variation in Risk to Plans

Because nine TennCare plans accepted enrollment in only 1 to 5 of the 12 rggions of the Sate,
regiond varidion in medicd costs might explain much of the obsarved risk sdlection.  Average 1993
Medicad expenditures and utilization among SS beneficiaries did vary widdy among regions. On
the bass of beneficiaries regions of resdence in 1994, for example, mean 1993 Medicad
expenditures varied from just $169 per month in Memphis to $300 per month in Knoxville, both
aeas with medicd schools. Because of this regiond expenditure variaion and the lack of

geographic adjusments to rates, plans that enroll beneficiaries from only one or two regions in the

16This change did not ensure that the plan would experience an overdl improvement in
sdlection, as the group leaving the plan may have had more favorable sdection than did those who
stayed.
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TABLE 5

RISK INDEXES FOR SAMPLE MEMBERS WHO CHANGED PLANS
BETWEEN JANUARY 1, 1995, AND JANUARY 1, 1996

People Leaving People Entering  People Staying in
the Plan the Plan the Plan

Index Number Index Number Index  Number

PPOs 1.20 2,469 106 4,875 1.14 46,905
BCBS 1.25 1,355 110 4,145 1.14 37,815
HealthNet 1.28 424 0.80 175 1.20 4,023
OmniCare 0.56 193 0.73 336 0.62 1,212
PHP 1.23 444 0.92 175 1.20 3,577
TennSource 1.10 53 1.05 44 1 .00 278
HMOs Affiliated with

Medical Schools 1.27 657 0.73 210 1.22 3,959
TLC 093 324 0.67 192 1.15 2,605
Totd Hedth 1.82 164 0.60 5 1.25 475
VHP 1.41 169 1.68 13 1.42 879
Other HMOs 0.94 3,775 111 1,816 0.63 21,005
Access MedPlus 0.93 3,159 0.92 825 0.61 18,771
John Degre 0.97 290 1.59 355 1.04 741
Phoenix 111 291 1.15 579 0.73 1,093
Prudentid 0.45 35 0.43 57 0.51 400
All Plans 1.06 6,901 1.06 6,901 0.99 71,869

Source: Authors calculations from Tennessee State Medicaid Research Files, 1993, and TennCare
enrollment files, January 1995 and January 1996.

Note:  Therisk index for a given plan is cdculated as the mean 1993 Medicaid expenditures for
beneficiaries in the plan, divided by the mean for dl beneficiaries.
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dsate may experience risk sdection relative to the statewide TennCare program. For example, a plan
that enrolled only beneficiaries from the Knoxville region would experience adverse sdection (ther
enrollees would be expected to have 1993 Medicaid expenditures above the statewide average),
whereas a plan that enrolled only from the Memphis region would experience favorable seection.
This type of risk sdection can occur even if there is no risk selection within a region.

After controlling for the effects of this regiond variaion in mean expenditures, we find that the
degree of risk sdection among plans generaly weskens but does not disappear (Table 6).1” Although
controlling for regiond variation changed the estimated vaues of the risk indexes, doing so atered
our quditative findings about risk sdection for only two smdl plans, TennSource and Totd Hedth.
Examining the seven plans for which we estimated adverse sdection, using our basic risk index,
shows that controlling for region suggests dightly less adverse sdection. Not surprisingly, the risk
index for BCBS changed little when controlling for region, because this plan operates statewide.
The remaining plans with adverse sdection showed small dedlines in the degree of sdection, with
one exception; TLC, the HMO affiliated with a medicd school in Memphis, showed much grester
adverse sdlection when we used the index that controls for the low average costs of beneficiaries in
TLC's region. Among the plans for which the basic index showed favorable sdection, the results
when controlling for region dso show favorable sdection. Even after contralling for the fact that
OmniCare and Prudentid operated in regions with low average expenditures in 1993, we find

sgnificant favorable sdection. Taken together, these results suggest that, adthough cost differences

"We control for regiond variation by scaing the mean (1993) expenditure level in each region
to be equd to the overdl mean, $228. For example, the expenditures of beneficiaries in Memphis
were increased by 34.9 percent (228 +169) to account for the reatively low average expenditures
($169) of beneficiaries in this region.
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TABLE 6

ALTERNATIVE RISK SELECTION INDEXES THAT CONTROL FOR
REGIONAL VARIATIONS IN EXPENDITURES

Indexes Controlling for

Basic Index Regiond Vaiations

1994 1995 1996 1994 1995 1996
PPOs 1.14 1.14 1.13 1.10 1.10 1.09
BCBS 1.14 1.15 1.14 1.11 1.11 1.10
HealthNet 1.25 1.21 1.18 1.15 1.11 1.09
OmniCare 0.62 0.60 063 0.82 0.78 0.83
PHP 1.24 121 1.19 1.13 1.10 1.09
TennSource 1.02 1.05 1.03 0.76 0.78 0.77
HMOs Affiliated with Medical
Schools 1.23 1.24 121 1.38 1.40 1.40
TLC 1.12 1.12 1.12 151 1.50 151
Totd Hedth 1.43 1.46 1.28 1.07 1.10 0.96
VHP 1.42 1.43 1.44 1.27 1.30 1.30
Other HMOs 0.74 0.68 0.67 0.78 0.73 0.72
Access MedPlus 0.71 0.66 0.62 0.76 0.72 0.69
John Deere 1.06 0.99 1.19 1.01 0.91 1.06
Phoenix 0.87 0.83 0.90 0.82 0.78 0.86
Prudentia 0.52 0.51 0.51 0.69 0.68 0.68

SouRrce: Atuthors cdculations from Tennessee State Medicad Research Files, 1993, and
TennCare enrollment files, October 1994, January 1995, and January 1996.

NOTE: The risk index for a given plan is calculated as the mean 1993 Medicaid expenditures for
beneficiaries in the plan divided by the mean for dl beneficiaries We controlled for

regiond variaion by scaing mean 1993 expenditures in esch region to equd the
datewide mean.

32



among market areas may have exacerbated risk sdlection under TennCare, they are not the primary

source for such sdlection.

E. DISCUSSION

The avalable evidence suggeds tha there was subgtantid risk sdection among the managed
care plans in TennCare. In particular, according to severad measures of risk sdlection, blind and
dissbled SSI beneficiaries with higher than average hedth care needs disproportionately enrolled in
seven plans, while beneficiaries with relaively low needs disproportionately enrolled in four other
plans (one plan appears to have enrolled an average mix of beneficiaries). Moreover, except for one
smdl plan, the degree of adverse sdection was congstent over time and could not be explained by
regional variations in beneficiary cods.

The financia performance of severad plans was associated with risk sdection, dthough it is
impossible to disentangle completely the consequences of this risk selection for SSI beneficiaries
from the effects of other factors. Totd Hedth, for example, experienced subgstantid adverse
sdection anong SS beneficiaries and was purchased by BCBS in fdl 1995," after dmost two
consecutive years of losses. Smilaly, HealthNet, which aso experienced adverse sdection, sold
its TennCare product to Phoenix in 1997. Other plans experiencing adverse sdection took measures
to sugtan ther viability. VHP, which experienced the worst adverse sdection, diversfied into
commercid and Medicare markets. By 1998, its TennCare enrollment accounted for only 20 percent
of its membership, down from 88 percent in 1995 (Harkey 1998). TLC, which adso experienced
adverse sdlection, expanded its market area, in hope that a larger population base would enhance its
financid pogdtion. In contras, OmniCare, which experienced favorable sdection, reported
subgtantia profits in the early years of TennCare (under TennCare regulations, 90 percent of those

profits were returned to the state). However, these gpparent impacts on plans financia satus,
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ownership, and marketing strategies should be cautioudy interpreted, because (1) SSI beneficiaries
are only 13 percent of TennCare beneficiaries, (2) many other factors (including the actuarid
soundness of the rates overdl) affect profitability, and (3) we could not measure actua profits or
losses due to SSI beneficiaries.

Risk sdection may dso have affected the care ddivered to beneficiaries, but we cannot assess
the impacts of TennCare on access, service use, and quality with the fee-for-service clams data
employed for this paper.

States will have difficulty preventing or reducing risk sdection because it is hard to address
three factors caudng it: beneficiary choice among plans, the assgnment process for people who did
not sdect a plan, and differences amnong plans. Ending beneficiary choice among plans conflicts
with federd government regulations, which require that beneficiaries have choices, and with the
gods of people with disabilities, who seek consumer choice in al aress of ther lives. If overcoming
these obstacles were desrable, states could, for example, enroll dl beneficiaries in a single plan or
randomly assign them to plans. States could use random assgnment for beneficiaries who did not
sdect a plan, but this may conflict with efforts to promote continuity of care.” States can use the
assignment process to promote continuity of care by assgning each beneficiary to a plan whose
network contains providers who previoudy served the beneficiary. Tennessee, for example, used
this as an assgnment criterion.

It seems likdy that plans will continue to differ in ways tha are important to people with
relaively high care needs, dthough dtates can, to some extent, reduce risk sdection through
contrecting and regulation efforts designed to minimize differences among plans (Enthoven 1993).
Plans are likely to continue to differ in their provider networks, reputations, and provider payment

arrangements. High-need individuas will continue to be drawn to specific plans because of these
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differences and to maintain relationships with specific providers or to seek care from well-regarded
oecidids. However, dates have undertaken efforts to reduce differences crested by marketing
drategies. Horvath and Kaye (1997) report that most state Medicaid managed care programs require
al plans to offer the same benefits package (something Tennessee did not do). States also have tried
to control competition among plans by directly providing beneficiaries with information about plans
and by contracting with enrollment brokers to provide impartia assstance to consumers. Tennessee
has addressed competition by regulating plans direct-marketing materids. In these ways, states may
be able to reduce those differences among plans that might systematicaly lead some types of
individuds to choose specific plans.

If dates are unsuccessful in diminaing the underlying causes of risk sdection, then they can
reduce the negative consequences of risk sdection by implementing a payment system that will
match plan compensation with the expected needs of plan enrollees. Improving the match between
payments and needs will likely reduce incentives to market to hedthier consumers, enhance the
financia dability of plans that attract members with greater needs, and reduce the extent to which
dates pay plans with hedthier members more than is necessary to provide care.” Two options are
partia capitation and risk-adjusted capitation, but, to date, little information is avalable on whether
these partid capitation or risk-adjusted capitation arrangements have reduced risk selection or the
effects of risk sdection on plans or SS beneficiaries.

Patid capitation arrangements combine elements of fee-for-service and capitated payment
sysems and have the advantages and disadvantages of both systems (Newhouse et d. 1997). By
providing at least some compensation based on capitation, partia capitation provides an incentive
for plans to provide cogt-effective treatment. At the same time, providing some compensation based

on cogts or charges can help ensure that a plan has enough resources to arrange for the care required
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by high-need individuals. Partid capitation, however, till creates an incentive for plans to compete
for lower-cost consumers.

Many daes have implemented some form of partiad capitation, dthough some, including
Tennessee, have not (Horvath and Kaye 1997). One form of partid capitation is reinsurance or risk
corridors: plans may be held ligble for expenses up to a per person or aggregate limit, after which
the dtate is responsible for some or al additional costs. ' Partia capitation requires plans to provide
reliable expenditure data for high-cost cases. The plans participating in TennCare that appear to
have had adverse sdection due to disproportionate enrollment of very-high-cost cases, TLC and
VHP, could have benefited from a partia capitation system that focuses on cost outliers.

Another partid capitation option is to exclude certain high-cost groups or high-cost services
from managed care. Many states have excluded from managed care high-cost groups, especialy SS
beneficiaries and people with serious mentd illness. Tennessee excludes some sarvices from
managed care, pecificaly home- and community-based waiver program services and nursang home
care.

Risk-adjusted capitation puts plans fully at risk and pays them for each member according to
a specific rate cdl in which the member fdls The rate cdl for a given bendficiary is the expected
cost of providing care to beneficiaries with smilar characteristics, most often based on the average
fee-for-service expenditures. Full capitation provides a strong incentive for managed care plans to
minimize cods, and risk adjustment reduces the incentives to compete for beneficiaries with lower
expected costs. Rate cdls defined by beneficiaries hedth conditions, rather than merdly by
demographics, more effectively predict the expected costs of people with disabilities. However,

even risk adjusment may not completdy eiminate risk sdlection, because it would be difficult to

“States that require plans to purchase reinsurance in private markets are not at risk.
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develop rate cdls for different levels of severity for every hedth condition, and managed care plans
will gill have some incentive to compete for beneficiaries with lower expected cods for ther rae
cdls

A few doaes have implemented risk adjusment. Colorado and Maryland pay plans
prospectively, based on diagnoses prior to enroliment in managed care. Since 1996, Colorado has
used the Disability Payment System to pay plans that participate in its Medicaid program. Under
this system, the rate cdl for each Medicaid beneficiary is defined by diagnoses of medica conditions
recorded in fee-for-service clams data that have been found to be highly predictive of future costs
(Kronick et a. 1996). In 1997, Maryland implemented a risk-adjustment system for people with
disahilities that currently uses 9 rate cells based on diagnoses and 22 cells based on demographics.
The capitation rates varied from $95 to $1,105 per member per month in 1997 (Ormond and
Goldenson 1999).

The risk payment pool used by TennCare is an example of retrospective risk adjusment, under
which each plan is paid an additiond fixed amount for beneficiaries experiencing certain conditions
ater enrdlling in the plan. Although TennCare successfully implemented a risk pool that helped
plans with some high-cost cases, the risk pool was too limited in scope and funding to reimburse
plans gppropriatdy for high-cost beneficiaries, particularly given the subgtantid risk sdection that
plans experienced. However, a more comprehensve risk pool, which was better funded and
included a wider array of conditions, could congtitute an adequate approach to mitigate the effects
of risk sdlection. Such a pool probably would need to be very large, perhaps accounting for a quarter
to more than haf of dl payments to plans (Newhouse et a. 1997). The TennCare Bureau is in the
process of changing the payment pool method and basing it on the Ambulatory Care Groups method

indead of the chronic conditions list; therefore, it will likdy incdude more conditions that are
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important to people with disabilities. This change would not dter the primary limitation of the risk
pool, because the budget will remain unchanged at $40 million each year (or 2.5 percent of the basic
MCO capitation pool).

Implementing either risk-adjusted or partial capitation requires good data. When managed care
is initidly implemented, states can use the diagnogtic information incdluded in cdaims data from fee-
for-service Medicaid to assign beneficiaries to rate cdls for risk adjusment. As the managed care
program matures over time, however, sates need more recent data, including diagnostic information
for people newly enrolled and for those with new or worsening hedth conditions. To implement
reinsurance or risk corridors, states must have reliable data on expenditures for care from each plan.
Encounter data from managed care plans is ‘the obvious source for diagnostic and expenditure
information, but states have had difficulty acquiring accurate encounter data from the plans in the
early years of managed care, and it has taken time for states to implement full review systems and
provide plans with the feedback necessary to improve the accuracy of plan data (Wooldridge and
Hoag 1999).

Risk sdection will happen, sates have limited options for reducing the consequences for plans
and beneficiaries, and those efforts require encounter data. This paper shows that Tennessee
experienced consderable risk sdection among its SSI population. It is fairly certain that other Sates
will dso do so unless they do not dlow beneficiaries to choose their managed care plan. If dates
dlow beneficiary choice but do nothing to adjust for risk sdection in their payments to plans, some

plans with adverse sdection may eventudly close’® States have a choice of methods for paying

¥In the short run, these plans may stay in the program by cross-subsidizing from other products.
Plan closure dso may depend more on whether the basic capitation rates are actuarially sound than
on whether there is risk sdection, snce plans could survive in an environment of “overpayment”
even if they have adverse risk sdlection.
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plans that reduce both plans incentive for risk sdection and the potential impacts of risk selection
on beneficiaries and plans. Because these payment systems require adequate encounter data, states
and plans need to invest in ther data syssems. Credting reliable encounter data systems requires

subgtantid resources, but the benefits may be great, because the data are useful not only for rate
stting, but dso for many other purposes, incuding monitoring access and qudity of care

(Wooldridge and Hoag 1999).
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